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Global e
onomy100 years of world growth� Six billion humans, 50� in
rease in world in
ome� But : : :{ 1993, ri
hest 1% world's humans as mu
h in
ome as poorest57%{ : : : average in
ome top 5% world population 114� bottom5%{ 1988{1993, while average world in
ome in
reased 6%,average bottom 5% fell one-quarter and average top 5% roseone-eighthSour
e: Maddison; Milanovi
 200503 Mar
h 2008 LSE 2/23
Global e
onomyKuznets 
urveInequality

DevelopmentFigure 1: The Kuznets 
urve, stylized03 Mar
h 2008 LSE 3/23



Global e
onomyModels: Simultaneity and 
ausality
� Se
toral shifts (Kuznets, 1955)� In
entives (in
luding e
onomi
s of superstars, Rosen 1981)� Credit market imperfe
tion (Galor and Zeira, 1993)� Distortionary redistribution (Persson and Tabellini, 1991;Benabou, 1996)� : : : , Deininger and Squire, 1998; Banerjee and Du
o, 2003;Dollar and Kraay, 2002; Quah, 2003
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Global e
onomyCredit market imperfe
tions

� Minimum size investment needed (non
onvexity)� Imperfe
t loans/
apital market� Dynami
 polarization� The worse the imperfe
tion, potentially the lower is growth� The higher the inequality, potentially the lower is growth
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Global e
onomy
Te
hnology Skilled (s). Unskilled (n). Physi
al 
apital K.Y (n) = KF (n) + Æ(n)Y (s) = 8<:(K � s)F (s) + Æ(s); if K � s0 otherwise� F (n) � 1, Æ(n) > 0. F (s) � F (n), Æ(s) � Æ(n). (Fig. 2)� Skills a
quisition �xed 
ost sF (s) > 0� Spe
ial 
ase of Y = F (K;h)
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Y (K)
KÆ(n) slope F (n)

s
Æ(s) slope F (s)

Figure 2: Non-
onvex te
hnology
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Global e
onomyImperfe
t 
apital market R > F (s) > F (n)People 2-period lived overlapping generations. Ea
h generationre
eives bequest; skills up and invests; produ
es; then 
onsumesand leaves bequest: maxC;K0 U(C;K 0)s.t. C +K 0 � WW (K;R) = 8>>><>>>:F (n)K + Æ(n) for K 2 [0; K(p))RK + Æ(s) � sR for K 2 [K(p); s)F (s)K + Æ(s) � sF (s) for K 2 [s;1):
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W
KÆ(n) Y (n)

s
Æ(s) Y (s)

K(p)Figure 3: Opportunity set
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Global e
onomy
1. If borrow, only to rea
h K = s.2. Will not borrow if initial K < K(p), endogenously-determinedthreshold3. Borrowing �lls in the segment [K(p); s℄, a

ording toW = Æ(s) � (s�K)R.Assume U Cobb-Douglas, i.e.,U(C;K 0) = (1� �) logC + � logK 0; � 2 (0; 1)=) C = (1� �)W and K 0 = �WmaxU in
reasing in W (K;R)
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45Æ

K(1) K(1)K(
)Figure 4: Dynami
s
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Global e
onomy
Con
lusions1. Stable and unstable dynami
s. Polarization2. Complete equality at K > K(
) better than mean-preservinginequality taking some fra
tion of the population belowthreshold.3. The higher is R, the more severe the e�e
ts.4. The higher is inequality, the more severe the e�e
ts.
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In
omes
Time

Ri
h remaining ri
h
Poor remaining poort t+ sFigure 5: Emerging twin peaks
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In
omes

Time
Ri
h remaining ri
h
Poor remaining poor
S. KoreaSingapore
Venezuelat t+ sFigure 6: Emerging twin peaks
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Global e
onomyDistortionary redistribution

� Redistribution is distortionary, thereby harming e
onomi
growth.� The greater is inequality, the greater the desire forredistribution.� In demo
rati
 so
ieties this translates into higher a
tualredistribution.Thus, higher inequality =) lower growth through distortionaryredistribution.
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Global e
onomyStolper-Samuelson Theoremx air
raft (
apital, skilled labour k)z textiles or 
onsumer ele
troni
s (unskilled labour n)Zero-pro�ts: px = kxR+ nxWpz = kzR+ nzW� System ea
h for US and China� In
reased inequality in the US; de
reased in China?03 Mar
h 2008 LSE 16/23
Global e
onomyAnnual earnings US men, aged 35{44, in $2005

1973 2005Median 45785 40964Mean 49705 54525Sour
e: Paul Krugman, 2007 James Meade Le
ture, LSE
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Global e
onomySkill premium: Central Ameri
a, before and after liberalization

Sour
e: Paul Krugman, 2007 James Meade Le
ture, LSEMore in Goldberg and Pav
nik, 200703 Mar
h 2008 LSE 18/23
Global e
onomyFrom even the Wall Street Journal:
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Global e
onomyThe BIG redu
ed-form: World growth and poverty dynami
s
1981 1990 1999 2004GDP 1012 PPP$ 24.4 33.1 43.3 52.2per 
apita PPP$ 5407.6 6291.5 7231.1 8198.5World's $1-poor (106) 1470.3 1247.7 1108.6 969.5China's $1-poor (106) 633.7 374.3 222.8 128.4Remainder (106) 836.6 873.4 885.8 841.1Table 1: The importan
e of China (PPP$ means 
onstant 2000international$)
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World Poverty 2004
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Global e
onomyCONCLUSIONS

Growth, trade, in
ome distribution a
ross 6� 1091. Growth and distribution: Di�erential e�e
ts2. Trade and distribution: Di�erential e�e
ts3. (Skill-biased te
hni
al 
hange)4. Eviden
e: The BIG redu
ed form
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